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Independence and Ethics Alert— 2003/04
How This Alert Helps You
This Alert informs you of recent developments in the area of in
dependence and ethics for accountants—an area receiving in
creasing attention from regulators, investors, the news media, and
others. Moreover, this Alert helps you understand your indepen
dence requirements under the AICPA Code of Professional Con
duct (“Code”) and, if applicable, certain other rule-making and
standard-setting bodies. We present a compact digest of the
AICPA independence rules in plain English at the back of this
Alert so you can understand and apply them with greater confi
dence and use.
Independence Defined

Independence is defined as:
a. Independence of mind—The state of mind that permits
the performance of an attest service without being affected
by influences that compromise professional judgment,
thereby allowing an individual to act with integrity and ex
ercise objectivity and professional skepticism; and,
b. Independence in appearance—The avoidance of circum
stances that would cause a reasonable and informed third
party, having knowledge of all relevant information, including
safeguards applied, to reasonably conclude that the integrity,
objectivity, or professional skepticism of a firm or a member
of the attest engagement team had been compromised.
New Rules About Nonattest Services
Both the AICPA and the Securities and Exchange Commission
(SEC) recently adopted new independence rules governing
1

nonattest services. The performance of nonattest services is a cru
cial area that has received intense attention over the past couple of
years by the accounting profession, regulators, and the media.
CPAs should arm themselves with an adequate knowledge of the
rules that apply to their circumstances.
New A IC P A Rules

In June 2003, the Professional Ethics Executive Committee
(PEEC) adopted several rule revisions (see Interpretation 101-3
under Rule of Conduct 101 of the Code), including those that
require members to:
• Comply with the regulations of certain regulatory bodies
such as the state boards of accountancy, SEC, General Ac
counting Office (GAO), and Department of Labor
(DOL), when performing services for attest clients that are
governed by such regulators’ independence rules.
• Assess the client’s willingness and ability to oversee permit
ted nonattest services.
• Document various aspects of the permitted nonattest ser
vices engagement (objective and nature of the services,
client’s acceptance of its responsibilities, member’s respon
sibilities, and any limitations of the engagement) prior to
performing nonattest services.
The revised rules strengthen the general requirements of the pre
vious ones by requiring members to carefully assess whether the
client is both willing and able to oversee the member’s services,
make management decisions, perform management functions,
and evaluate and take responsibility for the results of those ser
vices. Accordingly, the revised rules continue longstanding prohi
bitions against performing management functions or making
managerial decisions on the client’s behalf and put the onus on
the member to determine—prior to performing nonattest ser
vices—that the client is willing and able to effectively oversee the
member’s services.
In addition, the PEEC adopted more restrictive rules for certain
services:
2

• Performing appraisal, valuation, and actuarial services
would impair independence if the results of the service will
be material to the client’s financial statements and the ser
vices involve a significant degree of subjectivity. Actuarial
valuations of a client’s pension or postretirement benefit li
abilities and valuations performed for nonfinancial state
ment purposes (e.g., estate and gift tax-related valuations)
are permitted provided all of Interpretation 101-3’s other
requirements are met.
• Performing certain financial information systems design
and implementation services would impair independence,
for example, when a member creates or makes more than in
significant modifications to the source code underlying a
client’s financial reporting system. Members also are pre
cluded from operating a client’s local area network (LAN)
since that activity is considered to be a management function.
The PEEC also clarified the existing rules for bookkeeping and
internal audit assistance services. By moving internal audit assis
tance guidance from Interpretation No. 101-13 into Interpreta
tion No. 101-3 of the Code, internal audit services also become
subject to new general requirements (documentation, compli
ance with other regulators’ more restrictive rules) pertaining to all
other nonattest services.
More Information and Effective Date

The revised nonattest services rules become effective on Decem
ber 31, 2003. Members who have pending agreements to provide
services to clients that are subject to more restrictive rules as of
that date (e.g., appraising a client’s business) have until December
31, 2004 to complete those services under the old rules. These
final nonattest services rules are available at AICPA Online at
www.aicpa.org. Also, the “Nonattest Services” section of the “Di
gest of AICPA Independence Rules” in this Alert addresses the
new rulings discussed above.
Note: Phase I of the PEEC’s review of its rules on nonattest
services focused on the following services: (a ) bookkeeping;
(b) appraisal, valuation and actuarial; (c) financial information
3

systems design installation, or integration; and (d) internal
audit assistance. The PEEC has begun Phase II of its review of
those nonattest services not specifically addressed above and
will consider the appropriateness of these other nonattest ser
vices, including litigation support services and human re
sources services.
New SEC Regulations

As noted in the section below titled “SEC Adopts Final Rules
About Auditor Independence and Other Matters,” on January
28, 2003, the SEC adopted final rules that revise the SEC’s exist
ing regulations related to eight categories of non-audit services
that, if provided to an audit client, would impair an accounting
firm’s independence. The rules add “expert services” as a ninth re
stricted category, and clarify the SEC’s view that accounting firms
can provide tax services to their audit clients.
The rules limit and clarify the scope of non-audit services that inde
pendent accountants can provide to their audit clients.1 The rules
only apply to non-audit services provided by independent accoun
tants to their audit clients. The Adopting Release states that the rules
do not limit the scope of non-audit services provided by an account
ing firm to a non-audit client. For more information about the SEC
rules read the “Digest of AICPA Independence Rules” below (specif
ically, the “Nonattest Services” section) and visit AICPA Online at
www.aicpa.org/download/ethics/sec_summary_april_10_2003.pdf.
Other Recent Revisions to AICPA Ethics
Rulings and Interpretations
In addition to the matters addressed earlier in this Alert, the
PEEC has recently adopted revisions to the following Interpreta
tions and Rulings under the Code. These revisions can be found
in the monthly editions of the Journal o f Accountancy.
1. Audit client means the entity whose financial statements or other information is
being audited, reviewed, or attested to. Subject to certain limited exceptions, audit
client includes affiliates o f the audit client. See SEC Rule 2 -0 1(f)(4) and (6) for def
initions o f affiliate o f the audit client and audit client, respectively.
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• (Editorial revisions) Interpretation No. 101-1, “Interpreta
tion of Rule 101,” of ET section 101, Independence and In
terpretation No. 505-2, “Application of Rules of Conduct
to Members Who Own a Separate Business,” of ET section
505, Form o f Organization and Name (AICPA, Professional
Standards, vol. 2, ET sec. 101.02) to clarify the interpreta
tions. (Journal o f Accountancy, April 2003 issue)
• Interpretation No. 101-2, “Former Practitioners and Firm
Independence,” of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.04). The revised
Interpretation addresses employment or association with a
client. (Journal o f Accountancy, April 2003 issue)
• Interpretation No. 101-1, “Interpretation of Rule 101,” of
ET section 101, Independence (AICPA, Professional Stan
dards, vol. 2, ET sec. 101.02). The revised Interpretation
addresses the effect on independence when a covered
member serves as a trustee, executor or administrator of a
trust or estate. (Journal o f Accountancy, March 2003 issue)
• Interpretation No. 101-10, “The Effect on Independence of
Relationships With Entities Included in the Governmental
Financial Statements,” of ET section 101, Independence
(AICPA, Professional Standards, vol. 2, ET sec. 101.12).
The revised Interpretation addresses the effect on indepen
dence of relationships with entities included in govern
mental financial statements. (Jou rn a l o f A ccountancy,
March 2003 issue)
• Ethics Ruling No. 41 under Rule 101 of the Code (AICPA,
Professional Standards, vol. 2, ET sec. 191.081-.082). The
revised ruling addresses a financial services company client
having custody of a member’s assets. (Jou rnal o f Accoun
tancy, March 2003 issue)
• Ethics Ruling No. 70 under Rule 101 of the Code (AICPA,
Professional Standards, vol. 2, ET sec. 191.140-.141). The
revised ruling addresses a member’s depository relationship
with a client financial institution. (Journal o f Accountancy,
March 2003 issue)
5

• The definition of financial institution as stated in Rule 101
of the Code (AICPA, Professional Standards, vol. 2, ET sec.
92.08). (Journal o f Accountancy, September 2003 issue)
• Interpretation 101-5 under Rule 101 of the Code, Other
Permitted Loans (AICPA, Professional Standards, vol. 2, ET
sec. 101.07). (Journal o f Accountancy, September 2003 issue)
The PEEC has recently deleted the following Interpretation and
Rulings from the AICPA Code. These deletions were made in re
sponse to new and revised Interpretations discussed earlier in this
Alert. The guidance contained in these sections has been incorpo
rated into the revised Code Interpretations referenced in the pre
vious section.
• Interpretation No. 101-13, “Extended Audit Service,” of
ET section 101, Independence (AICPA, Professional Stan
dards, vol. 2, ET sec. 101.15) (Journal o f Accountancy, Sep
tember 2003 issue)
• Ethics Ruling No. 104 under Rule 101 of the Code, Oper
ational A uditing Services (AICPA, Professional Standards,
vol. 2, ET sec. 191.208-.09) (Journal o f Accountancy, Sep
tember 2003 issue)
• Ethics Ruling No. 105 under Rule 101 of the Code, Fre
quency o f Extended Audit Procedures (AICPA, Professional
Standards, vol. 2, ET sec. 191.210-.211) (Jou rnal o f Ac
countancy, September 2003 issue)
• Ethics Ruling No. 77, “Individual Considering or Accept
ing Employment With the Client,” of ET section 191,
Ethics Rulings on Independence, Integrity, a n d O bjectivity
(AICPA, Professional Standards, vol. 2, ET sec. 191.154.155). (Journal o f Accountancy, April 2003 issue)
AICPA Guidance When a Significant Proportion of Your
Firm ’s Fees Come From a Particular Client
The significance of a client to a member (or his or her firm)—
measured in terms of fees, status, or other factors—may possibly
6

diminish a member’s ability to be objective and maintain inde
pendence when performing attest services. The “Fee Issues” sec
tion in the “Digest of AICPA Independence Rules” in this Alert
provides detailed guidance addressing this crucial topic, includ
ing a discussion of recommended firm policies and procedures
and factors to consider in identifying significant clients. CPAs
should familiarize themselves with the guidance contained in the
section “Digest of AICPA Independence Rules.”
SEC Adopts Final Rules About Auditor Independence and
Other Matters
On January 28, 2003, the SEC adopted final rules regarding audi
tor independence and other matters implementing Title II of the
Sarbanes-Oxley Act of 2002. The rules are titled “Strengthening
the Commission’s Requirements Regarding Auditor Indepen
dence” and can be found at www.sec.gov/rules/final/33-8183.htm.
These rules:
• Revise the SEC’s existing regulations related to eight cate
gories of non-audit services that, if provided to an audit
client, would impair an accounting firm’s independence,
add “expert services” as a ninth restricted category, and clar
ify the SEC’s view that accounting firms can provide tax
services to their audit clients. See the sections titled “New
Rules About Nonattest Services” and “Digest of AICPA In
dependence Rules” in this Alert for further information.
• Require that an issuer’s audit committee preapprove all
audit and non-audit services provided to the issuer by the
auditor of the issuer’s financial statements, either on a
case-by-case basis or pursuant to preestablished policies
and procedures.
• Prohibit the lead and concurring partners on the audit en
gagement team from providing audit services to the audit
client for more than five consecutive years, with a five-year
“time-out” period, and prohibit certain other “audit part
ners” from performing audit services for more than seven
consecutive years, with a two-year “time-out” period.
7

• Prohibit an accounting firm from auditing an issuer’s fi
nancial statements if any individual with a “financial re
porting oversight role” at that issuer (subject to specified
exceptions) was a member of the accounting firm’s audit
engagement team during the one-year period preceding
the date that audit procedures commenced for the fiscal
period that included the date of initial employment of the
audit engagement team member by the issuer.
• Require that the auditor of an issuer’s financial statements
report to the issuer’s audit committee all “critical account
ing policies” used by the issuer, all alternative treatments
within GAAP for policies and procedures related to mater
ial items discussed with management, and other material
written communications between the auditor and the is
suer’s management.
• Require disclosures to investors in proxy statements and an
nual reports of information related to audit fees, audit-related
fees, tax fees, and all other fees billed during the prior two fis
cal years by the principal auditor of the issuer’s financial state
ments, as well as the audit committee’s preapproval policies.
• Provide that an accountant will not be deemed indepen
dent from an audit client if an “audit partner” receives
compensation based on selling engagements to that client
for services other than audit, review, and attest services.
In addition to applying to audits of domestic issuers, the rules
apply to audits of foreign subsidiaries and affiliates of U.S. is
suers, as well as of foreign private issuers, by U.S. and foreign ac
counting firms.
The rules were generally effective on May 6, 2003. Transition and
grandfathering provisions, however, delay the effect of certain of
the non-audit services provisions of the rules.

“Frequently Asked Questions” Guidance Available
Since the adoption of the SEC rules discussed above, the SEC staff
has received questions about their implementation and interpreta
8

tion. In response, the SEC staff issued a document titled Applica
tion o f the January 2003 Rules on Auditor Independence—Frequently
Asked Questions to assist practitioners. This document can be found
at www.sec.gov/info/accountants/ocafaqaudind080703.htm.

SEC Independence Rules Do Apply With Respect to Private Brokers
and Dealers and Investment Advisers
The SEC’s new auditor independence rules apply to auditors of
non-issuer (“private”) brokers and dealers and investment advis
ers. Therefore, those auditors must comply with the recently is
sued SEC rules on non-audit services as discussed above, in the
section below titled “New Rules About Nonattest Services,” and
in the “Digest of AICPA Independence Rules” section of this
Alert. Auditors of non-issuer brokers and dealers and investment
advisers need to be adequately knowledgeable about which non
audit services impair independence and therefore preclude an ac
countant from providing auditing services.
Exception to Partner Rotation and Compensation Rules

The answer to Question 35 of the SEC’s Application o f the Jan u 
ary 2003 Rules on Auditor Independence—Frequently Asked Ques
tions, makes it clear that the rotational and compensation rules
that apply to “audit partners” are intended to apply with respect
to an issuer as defined by the Sarbanes-Oxley Act of 2002. There
fore, for brokers and dealers or investment advisers that are not is
suers, as defined by the Exchange Act, the auditors would not be
subject to the rotation requirements or the compensation require
ments of the SEC’s independence rules. However, because the
prohibition on non-audit services applies to audit clients, the
non-audit services provisions of the SEC’s rules would apply to
auditors of non-issuer brokers and dealers or investment advisers.

PCAOB Independence and Ethics Activities
A u thority o f the PCAOB. The Public Company Accounting
Oversight Board (PCAOB) was created by the Sarbanes-Oxley
Act to oversee the auditors of public companies. Section 103(a)
of the Sarbanes-Oxley Act directs the PCAOB, by rule, to estab9

lish auditing and related attestation standards, quality control
standards, and ethics standards “to be used by registered public ac
counting firms in the preparation and issuance of audit reports,
as required by [the] Act or the rules of the Commission [SEC], or
as may be necessary or appropriate in the public interest or for
the protection of investors.” Section 103(b) of the SarbanesOxley Act also directs the PCAOB to establish independence stan
dards to implement, or as authorized under, Title II of the
Sarbanes-Oxley Act.
Any registered public accounting firm or person associated with
such a firm that fails to adhere to applicable PCAOB standards
may be the subject of a PCAOB disciplinary proceeding in accor
dance with section 105 of the Sarbanes-Oxley Act.
The PCAOB does not intend to suggest that registered public ac
counting firms and their associated persons must comply with
the Board’s Standards in auditing non-issuers.
R egistered P ublic A ccounting Firms. Section 102 of the SarbanesOxley Act prohibits accounting firms that are not registered with
the PCAOB from preparing or issuing audit reports on U.S. pub
lic companies and from participating in such audits. Section
106(a) of the Sarbanes-Oxley Act provides that any non-U.S.
public accounting firm that prepares or furnishes an audit report
with respect to any U.S. public company is subject to the
PCAOB’s rules to the same extent as a U.S. public accounting
firm. Section 106(a) further authorizes the PCAOB to require
that non-U.S. public accounting firms that do not issue such re
ports, but that play a substantial role in the preparation of the
audit reports, register.
D efin ition o f Issuer. The term “issuer” means an issuer (as de
fined in section 3 of the Securities Exchange Act of 1934 (15
U.S.C. 78c)), the securities of which are registered under section
12 of that Act (15 U.S.C. 781), or that is required to file reports
under section 15(d) (15 U.S.C. 78o(d)), or that files or has filed
a registration statement that has not yet become effective under
the Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has
not withdrawn.
10

PCAOB Rules N eed SEC Approval. The PCAOB’s rulemaking
process results in the adoption of rules that are then submitted to
the SEC for approval. PCAOB rules do not take effect unless ap
proved by the SEC.
Compliance With Auditing and Related Professional
Practice Standards

On June 30, 2003, the PCAOB adopted Rule 3100. This rule
generally requires all registered public accounting firms to adhere
to the PCAOB’s auditing and related professional practice stan
dards (these standards encompass auditing, attestation, quality
control, ethics, and independence standards) in connection with
the preparation or issuance of any audit report for an issuer (see
definition above) and in their auditing and related attestation
practices. In adopting this rule, the PCAOB has taken the step of
codifying the obligation of registered firms to comply with the
PCAOB’s standards, which is implicit in the Sarbanes-Oxley Act.
Rule 3100 requires registered public accounting firms and their
associated persons to comply with all applicable standards. Ac
cordingly, if the PCAOB’s standards do not apply to an engage
ment or other activity of the firm, Rule 3100, by its own terms,
does not apply to that engagement or activity.
On October 31, 2003, the SEC approved this rule. See the
PCAOB Web site at www.pcaobus.org/rules/Release2003-009.pdf
for further information.
Interim Ethics Standards Adopted

PCAOB Rule 3500T designates the provisions of the AICPA’s
Code of Professional Conduct on integrity and objectivity, as “In
terim Ethics Standards.” Accordingly, in connection with the
preparation or issuance of any audit report, a registered public ac
counting firm, and its associated persons, should comply with
ethics standards as described in the AICPA’s Code of Professional
Conduct Rule 102, and interpretations and rulings thereunder, as
in existence as of April 16, 2003 (AICPA, Professional Standards,
vol. 2, ET secs. 102 and 191). On April 25, 2003, the SEC ap
11

proved these interim standards. See the following Web address for
further information: www.pcaobus.org/rules/Release2003-006.pdf.
Interim Independence Standards Adopted

The PCAOB has adopted “Interim Independence Standards,”
based on the provisions of the AICPA’s Code of Professional Con
duct regarding independence and existing standards and interpre
tations of the Independence Standards Board (ISB). PCAOB Rule
3600T states that in connection with the preparation or issuance
of any audit report, a registered public accounting firm, and its as
sociated persons, shall comply with independence standards:
1. As described in the AICPA’s Code of Professional Conduct
Rule 101, and interpretations and rulings thereunder, as in
existence on April 16, 2003 (AICPA, Professional Stan
dards, vol. 2, ET secs. 101 and 191); and
2. Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1,
and 00-2, of the Independence Standards Board.
On April 25, 2003, the SEC approved these interim standards.
To the extent that the SEC’s rules are more or less restrictive than
the PCAOB’s Interim Independence Standards, registered public
accounting firms must comply with the more restrictive require
ments. These interim independence standards can be found at
www.pcaobus.org/rules/Release2003-006.pdf.
Reminder About GAO Independence Rules
In January 2002 the Government Accounting Office (GAO)
amended Government Auditing Standards (GAS, also referred to as
the Yellow Book), significantly tightening its auditor indepen
dence provisions (Amendment No. 3). Practitioners are reminded
that the new Standard is effective for all audits pertaining to periods
beginning on or after January 1, 2003. The Standard addresses
three types of independence impairments, namely, personal, ex
ternal, and organizational. But it is particularly important that
practitioners comprehend the Standard’s most important change,
which involves personal independence impairments. The GAO's
12

Independence Standard can be found at www.gao.gov/govaud/
agagas3.pdf. Additional information is available at AICPA Online
at www.aicpa.org/members/div/ethics/index.htm.
New Banking Regulations Related to
Auditor Independence
The federal banking and thrift regulatory agencies, on March 17,
2003, revised their guidance on the independence of accountants
who provide institutions with both external and internal audit ser
vices to reflect the provisions of the Sarbanes-Oxley Act of 2002.
The updated Interagency Policy Statement on the Internal Audit
Function and Its Outsourcing, which replaces a policy issued in 1997,
can be found at www.fdic.gov/news/news/press/2003/pr2403.html.
It was issued by the Board of Governors of the Federal Reserve Sys
tem, the Federal Deposit Insurance Corporation, the Office of the
Comptroller of the Currency, and the Office of Thrift Supervision.
The Sarbanes-Oxley Act and SEC rules prohibit an accounting
firm from acting as the external auditor of a public company dur
ing the same period that the firm provides internal audit services
to the company. The revised policy statement separately discusses
the applicability of this prohibition to institutions that are public
companies; insured depository institutions with $500 million or
more in assets that are subject to the annual audit and reporting
requirements of Section 36 of the Federal Deposit Insurance Act;
and nonpublic institutions that are not subject to Section 36.
The existing guidelines for institutions subject to Section 36 pro
vide for their external auditors to meet the SEC’s independence
requirements. Auditors for these institutions, whether or not they
are public companies, should comply with the prohibition on in
ternal audit outsourcing in the SEC’s rules.
The policy statement encourages nonpublic institutions not sub
ject to Section 36, which includes nonpublic depository institu
tions with less than $500 million in assets, to refrain from
outsourcing internal audit activities to their external auditor. If
such an institution decides to use the same firm for both internal
13

and external audit work, however, the audit committee should
document its consideration of the independence issues associated
with this arrangement.
CPAs in Business and Industry— Helping Them
Understand Their Ethical Responsibilities
The AICPA Code of Conduct applies to all AICPA members
whether employed in business and industry, public practice, gov
ernment, or academia. Financial managers and accountants are
today faced with increasing responsibility for compliance with all
manner of financial reporting requirements. As the number of fi
nancial restatements has grown and questions about management
integrity have shaken investor confidence, the roles of financial
managers and accountants have taken on both more importance
and greater risk. CPAs working in business and industry need to
understand their ethical responsibilities under the Code and need
a source of guidance on how to handle work-related ethical is
sues. Of course, CPAs in public practice can help the financial
managers at their clients understand the Code of Conduct and
their responsibilities under that Code.
Ethics Decision Tree and Corporate Ethics Book

The AICPA, in consultation with the Business and Industry
Executive Committee (BIEC), have created an “Ethics Deci
sion Tree for CPAs in Business and Industry” to help CPAs in
business and industry walk through a process of resolving an
ethics issue they might encounter. BIEC members, who are
CPAs in companies of all sizes, contributed their experience in
creating this decision tree. This valuable tool is found at
www.aicpa.org/download/ethics/bai/decision_tree_bai.pdf.
In addition, the AICPA has recently published a book titled Cor
porate Ethics: D oing the Right Thing in the Real World. This book
provides the CPA with a series of case studies that illustrate real
world ethical dilemmas and application of values consistent with
the high standards of the profession.

14

Enforcement Matters
Changes to the A IC P A ’s Disciplinary Process and
Ethics Enforcem ent

At its spring meeting, the AICPA Council (“Council”) approved
three proposals that were submitted by the PEEC to improve the
timeliness and transparency of the AICPA’s disciplinary process.
Two of the proposals required amendments to the AICPA bylaws;
Council thereby authorized a member referendum of those two
proposals. (See the two sections below titled “New Automatic
Discipline Policy” and “Enhanced Disclosure of Disciplinary Find
ings.”) AICPA membership voted in support of these proposals in
October. The third proposal became effective upon Council’s ap
proval. (See the section titled “New Admonishment Sanction En
acted” below.) These enhancements augment the AICPA’s
disciplinary process and are the result of an evaluation of the
AICPA’s ethics enforcement process begun by the PEEC in mid2001. They provide clear evidence to both the public and regula
tors that the accounting profession will not tolerate those who
break the rules. These enhancements serve the public interest and
enhance the credibility of the AICPA ethics enforcement process.
Resources Available W ith Extensive Information

For additional information about these enhancements to the
ethics enforcement process visit AICPA Online at www.aicpa.org/
enforcement. This online site offers detailed guidance including a
“Questions and Answers” section. Also, the August 2003 edition
of the Journal o f Accountancy contains an extensive article about
these enhancements to the ethics enforcement process. This article,
available online at www.aicpa.org/pubs/jofa/aug2003/snyder.htm,
offers an in-depth look at the reasoning and detailed specifics be
hind these enhancements.
New Admonishment Sanction Enacted

This new admonishment sanction enables the PEEC to publicly
admonish an AICPA member who has violated the Code of Pro
fessional Conduct when other sanctions—whether more restric
tive (suspension of membership) or less so (issuance of a private
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letter of required corrective action)—are inappropriate. Adoption
of this proposal aligns the AICPA’s approach to discipline with
those of other bodies, including the joint trial board and state and
federal regulators.
New Automatic Discipline Policy

This bylaw change establishes an ethics enforcement policy, al
lowing the PEEC to automatically sanction an AICPA member
without an investigation if the member has been disciplined by a
government agency or other organization authorized to regulate
accountants and that agency or organization has been recognized
by the AICPA Board of Directors as having an appropriate inves
tigative and disciplinary process on which automatic discipline
can be based. Examples are the SEC and the PCAOB. This bylaw
change extends the PEEC’s automatic disciplinary powers be
yond those situations in which it already had the power to sanc
tion members without an investigation or hearing, that is, in
situations involving certain criminal or income-tax-related viola
tions or state board of accountancy actions.
This bylaw change allows the PEEC to terminate the member
ship of a member who receives a similar sanction that is of a per
manent nature from an approved government agency or other
organization, and to suspend a member who is suspended by
such an agency or organization. If an approved agency or organi
zation metes out any other sanction as a disciplinary measure
(e.g., monetary fines), the member would be subjected to an ap
propriate sanction based on sanctioning guidelines developed by
the PEEC and approved by the AICPA Board of Directors.
Under the previous bylaw, a member had a right to petition the
trial board that the automatic provisions should not be applied
(and that the matter be investigated by the AICPA’s ethics divi
sion). That right remains intact under the new bylaw. However,
the new bylaw grants the PEEC a similar right to petition for
non-application of the bylaw provisions to give it the flexibility to
suggest a more or less restrictive sanction where appropriate.
The bylaw change is designed to protect the CPA hallmark and
members in good standing and improve public confidence in the
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AICPA’s ability to swiftly and effectively enforce its own ethics
code by making the AICPA’s enforcement process timelier while
ensuring that members under investigation have an opportunity
to present a defense.
Enhanced Disclosure o f Disciplinary Findings

This bylaw change allows the PEEC—subject to the AICPA
Council’s review and approval—to provide the public with more
relevant and useful information about the PEEC’s conclusions in
matters it has investigated. More specifically, the new bylaw allows
the PEEC to disclose the results of its investigation to the individ
ual or body that filed the complaint with the AICPA. Previously,
the only way the complainant learned of the PEEC's conclusions
was if those conclusions were published by the AICPA and publi
cation currently occurs only if the PEEC decides to admonish,
suspend, or expel a member. Publication occurs in The CPA Let
ter, on the AICPA Web site (www.aicpa.org) and—beginning
Winter 2003—periodically in The Wall Street Journal.
Currently, remedial actions taken against AICPA members (e.g.,
private letters of required corrective action) and matters that are
closed with no finding or with a finding of no violation are not
published or disclosed except to certain government agencies that
had referred such matters to the professional ethics division. Indi
viduals who filed complaints against AICPA members found this
nondisclosure policy frustrating. While complainants were in
formed when an investigation had concluded, they were not ad
vised as to how the matter was concluded. The new bylaw
increases the transparency of the PEEC’s disciplinary processes.
Providing the public with more relevant and useful information
about ethics investigations and disclosure of the results of an in
vestigation to a complainant is both in the public interest and
will help to enhance the credibility of the enforcement process.
PC AOB Rules on Investigations and Adjudications

On July 28, 2003, the PCAOB proposed rules on investigations
and hearings in disciplinary proceedings pursuant to section 105
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of the Sarbanes-Oxley Act. Section 105 of the Sarbanes-Oxley
Act grants the PCAOB broad investigative and disciplinary au
thority over registered public accounting firms and persons asso
ciated with such firms. Under the proposed rules, the PCAOB
and its staff may conduct investigations concerning any acts or
practices, or omissions to act, by registered public accounting
firms and persons associated with such firms, or both, that may
violate any provision of the Sarbanes-Oxley Act, the rules of the
PCAOB, the provisions of the securities laws relating to the
preparation and issuance of audit reports and the obligations and
liabilities of accountants, with respect thereto, including the rules
of the SEC issued under the Sarbanes-Oxley Act, or professional
standards. The Sarbanes-Oxley Act provides the PCAOB author
ity to require registered public accounting firms and their associ
ated persons to cooperate with PCAOB investigations. When
violations are detected, the PCAOB will provide an opportunity
for a hearing, and in appropriate cases, impose sanctions. These
sanctions may include temporarily or permanently prohibiting a
firm or associated person from participating in audits of public
companies or from being associated with a registered public ac
counting firm. Sanctions may also require special remedial mea
sures, such as training, new quality control procedures, and the
appointment of an independent monitor.
The final rules were released by the PCAOB on September 29, 2003.
They can be viewed at www.pcaobus.org/rules/Release2003-015.pdf.
These rules will not take effect until approved by the SEC.
Banking Regulators Issue Disciplinary Rules Targeting Accountants

Final rules on the authority to take disciplinary actions against in
dependent public accountants and accounting firms that perform
audit and attestation services required by Section 36 of the Fed
eral Deposit Insurance Act were released jointly by the Board of
Governors of the Federal Reserve System, the Federal Deposit In
surance Corporation, Office of the Comptroller of the Currency,
and the Office of Thrift Supervision. The rules permit immediate
suspensions in limited circumstances and provide that certain vi
olations of law, negligent conduct, reckless violations of profes
sional standards or lack of qualifications to perform auditing
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services may be considered good cause to remove, suspend or bar
an accountant or firm from providing audit services for banking
organizations subject to Section 36. Also, the rules prohibit an
accountant or accounting firm from performing audit services if
the accountant or firm has been removed, suspended, or debarred
by one of the agencies, or if the SEC or the PCAOB has taken
certain disciplinary action against the accountant or firm. The
rules take effect on October 1, 2003 and can be found at
www.fdic.gov/ news/news/press/2003/pr7703a.pdf.
Digest of the AICPA Independence Rules
Presented below is a plain-English description of the AICPA in
dependence rules. In addition, certain corresponding indepen
dence rules of the Securities and Exchange Commission (SEC)
are presented. We broadly use the term rules to also mean stan
dards, interpretations, rulings, laws, regulations, opinions, poli
cies, or positions. This section of the Alert is intentionally
concise, so it does not cover all the rules, some of which are com
plex, nor does it cover every aspect of them. Nonetheless, this sec
tion should help you to identify independence issues that may
require further consideration. Therefore, you should always refer
to the rules directly, in addition to your firm’s policies on inde
pendence, for complete information.
Conventions and Key Terms Used

Here are some of the conventions used in this section of the Alert:
• The word Note in boldface italics emphasizes important
points, highlights applicable government regulations, or
indicates that a rule change may soon occur.
• We describe the rules of the SEC—that is, those that
apply to audits of public companies—in boxed text (like
this one). Generally, we provide these descriptions where
the SEC has a rule that differs in some manner or is pre
sented somewhat differently than the corresponding
AICPA rule.
19

This section uses the following key terms:
• Client (or attest client), an entity with respect to which in
dependence is required
• Firm, a form of organization permitted by law or regulation
(whose characteristics conform to resolutions of AICPA
Council) that is engaged in the practice of public accounting
When Is Independence Required, and Who Sets the Rules?

AICPA professional standards require your firm, including the
firm’s partners and professional employees, to be independent in
accordance with AICPA Rule 101, Independence (AICPA, Profes
sional Standards, vol. 2, ET sec. 101.01), of the Code of Profes
sional Conduct whenever your firm performs an attest service for
a client. Attest services include financial statement audits, finan
cial statement reviews, and other attest services as defined in the
Statements on Auditing Standards and Statements on Standards
for Attestation Engagements (SSAEs).
Performing a compilation of a client’s financial statements does
not require independence. However, if a nonindependent firm is
sues such a compilation report, the report must state, “I am (we
are) not independent with respect to XYZ Company.”2
Independence is not required to perform services that are not at
test services, if those services (e.g., tax preparation or advice, or
consulting services, such as personal financial planning) are the
only services your firm provides to a particular client.
Note: You should familiarize yourself with your firm's indepen
dence policies, quality control systems,3 and list or database of
attest clients.

The SEC rules require independence of the client and various
affiliated entities.4
2. Statements on Standards for Accounting and Review Services (SSARS) No. 1, Com
pilation a n d R eview o f Financial Statements (AICPA, Professional Standards, vol. 2,
ARsec. 100.22).
3. This includes your firm’s system o f quality controls related to independence.
4. See Rule 2 -0 1(f)(4) and (6).
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In Addition to the A IC P A , Who Else Sets Independence Rules?

Many clients are subject to oversight and regulation by govern
mental agencies. For example, the GAO sets independence rules
that apply to entities audited under Government Auditing Stan
dards (GAS, also known as the Yellow Book) requirements. For
these clients (and others, such as those subject to regulation by
the DOL,) you and your firm also must comply with the inde
pendence rules established by those agencies.
Note: The GAO rules, in part, are based on two “overarching
principles” that must be considered and several independence
“safeguards” that must be applied to protect a firm’s indepen
dence. See www.gao.gov.
The SEC regulates public companies (companies that are regis
tered with or are otherwise regulated by the SEC or that file au
dited financial statements with the SEC) and establishes the
qualifications of independent auditors. This guide refers to these
independence rules as SEC rules. In some cases, SEC rules are offi
cial standards (e.g., ISB Standard No. 1) or federal rules or regula
tions (e.g., SEC Rule 2-01 of Regulation S-X). In others, the rules
also include the informal policies and positions of the SEC staff.
In November 2000 and again in January 2003—the latter as a re
sult of the Sarbanes-Oxley Act (the Act)—the SEC revised Rule
2-01 of Regulation S-X. For further information on the SEC’s in
dependence rules, see www.sec.gov/rules/final/33-7919.htm and
www.sec.gov/rules/final/33-8183.htm (November 2000 and Jan
uary 2003 rules releases, respectively). In addition, the Act grants
a new entity, the Public Company Accounting Oversight Board
(PCAOB) the authority to set, among other things, indepen
dence standards to be used by registered public accounting firms
in preparing and issuing audit reports required by the Act. On
April 18, 2003 (PCAOB Release no. 2003-006), the PCAOB
adopted AICPA and ISB independence rules and interpretations
existing at that time for auditors of publicly traded companies.
(See www.pcaobus.org for further information.)
In addition, firms that are members of the SEC Practice Section
(SECPS) of the AICPA Division for CPA firms must have quality
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control systems that meet certain minimum requirements. The
PCAOB, as an interim quality control standard, proposed that
the SECPS independence requirements be continued for firms
that are members of the SEC Practice Section.
Other organizations that have established independence require
ments that may be applicable to you and your firm include state
boards of accountancy, state CPA societies, and federal and state
agencies. You should contact these organizations directly for fur
ther information.
Note: Generally, the AICPA independence rules will apply to
you in all situations involving an attest client. If an additional
set of rules governing an engagement also applies, you should
comply with the most restrictive rule or the most restrictive
portions of each rule.
Once you determine that your firm provides attest services to a
client and which rules apply, the next step is to determine how
the rules apply to you.
Applying the Rules— Covered Members and
Other Firm Professionals

How Do the Independence Rules Apply to Me?

Whenever you are a covered m ember, you become subject to the
full range of independence restrictions with respect to a particular
attest client that will be discussed in this Alert (e.g., restrictions on
financial interests, business relationships, and your family’s em
ployment). A covered member is:
1. An individual on the client’s attest engagement team;
2. An individual in a position to influence the client’s attest
engagement;
3. A partner or manager who provides more than ten hours of
nonattest services to that attest client;
4. A partner in the office in which the lead attest engagement
partner primarily practices in connection with the client’s
attest engagement;
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5. The firm, including the firm’s employee benefit plans; or
6. An entity whose operating, financial, or accounting policies
can be controlled, as defined by generally accepted accounting
principles (GAAP) for consolidation purposes, by any of the
individuals or entities described in items 1 through 5 or by
two or more such individuals or entities if they act together.
The SEC uses the term covered person5 to describe the individuals
in a firm who are subject to SEC independence rules. This term
is largely consistent with the AICPA’s term, covered member.6
Specifically, you are a covered person with respect to an SEC
reporting client if you are any one of the following:
• On the audit engagement team7
• In the chain of command over the audit engagement team
• A partner or manager who has provided ten or more
hours of non-audit services to the client
• A partner in the office in which the “lead audit engage
ment partner” for the client primarily practices
Audit engagement team means all partners, principals, sharehold
ers, and professional employees participating in an audit, review,
or attestation engagement of an audit client, including those
conducting concurring and second partner reviews and all per
sons who consult with the audit engagement team regarding in
dustry-specific or technical issues, transactions, or events.8

5. Rule 2-01(f)(11). Also see Discussion o f Rule 2-01, Covered Persons in the Firm, in the
SEC’s Final Rule Release [Section IV(H)(9)].
6. The only difference between the two definitions is that o f classification. The AICPA
considers consultants to be in a position to influence the engagement (the SEC uses
the term, chain o f command), whereas the SEC considers these persons to be on the
attest engagement team. Overall, the definitions are the same.
7. This includes review and other attest service engagements.
8. Rule 2-01(f)(7)(i).
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Chain o f com m and includes persons who (1) supervise or have
direct management responsibility for the audit, including all
senior levels through the firm’s chief executive; (2) evaluate the
performance or recommend compensation of the audit engage
ment partner; or (3) provide quality control or other oversight
over the audit.9
Note: This guide uses the term covered member (and covered
person with respect to SEC rules) extensively in explaining the
“personal” independence rules (e.g., rules that apply to you
and your family’s loans, investments, and employment).
Therefore, it is important that you understand these terms be
fore proceeding. Also, remember to check with your firm to
determine whether its independence policies are more restric
tive than the AICPA or SEC rules.

Do any o f the Rules Apply to Me If I Am not a
Covered Member?

As just mentioned, if you are a covered member with respect to a
particular attest client, you will be subject to the highest possible
level of restrictions under the rules regarding that client, includ
ing financial relationships, family employment, and the like.
However, there are two relationships that—due to their magnitude—
impair independence even if you are not a covered member.
The following rules apply to all partners and professional employees
of a firm:
• No partner or professional employee of the firm may be
employed by an attest client or serve the client as:
- Director or officer (or in any management capacity)
- Promoter, underwriter, or voting trustee
- Trustee of any of the client’s employee benefit plans
• No partner or professional employee may own more than
5 percent of an attest client’s outstanding equity securities
(or other ownership interests).
9. Rule 2 -0 1(f)(8).
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Note: Your immediate family is also subject to the 5 percent
rule (see the section “Applying the Rules— Family Members”
later in this section).

What If I Was Formerly Employed by a Client or I Was a
Member of the Client's Board o f Directors?

Suppose you work for a client or are on its board of directors and
become a partner or employee of the firm that performs its an
nual audit engagement.
First, you would be precluded from participating in the client’s
attest engagement, or being in a position to influence the engage
ment, for any periods covering the time that you were associated
with the client (even if you were to carry out the steps described
below). So, for example, if you worked for the client in 2003, you
would be prohibited from serving on the audit engagement for
the fiscal year 2003 financial statements. You also could not serve
in a position that would allow you to influence the fiscal 2003
engagement, which includes those partners who directly super
vise or manage the attest engagement partner, including all suc
cessively senior levels through the firm’s chief executive. Second,
before becoming a covered member with respect to the client,
you must:
• Dispose of all financial interests10 in the client.
• Collect and repay all loans to or from the client (except
those specifically permitted or grandfathered).11
• Cease active participation in the client’s employee benefits
plans (except for benefits under the Consolidated Om
nibus Budget Reconciliation Act of 1985 (COBRA)).
• Liquidate or transfer any vested benefits in the client’s re
tirement plans.

10. See the “When Do My Financial Interests— or My Family’s— Impair Indepen
dence?” section.
11. Also see AICPA Ethics Interpretation No. 101-5, “Loans From Financial Institu
tion Clients and Related Terminology” o f ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.07).
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W hat Rules Apply if I Am Considering Employment
W ith an Attest Client?

If you are offered employment by or seek employment with an at
test client, you may need to take certain actions. If you are on
that client’s attest engagement team or can otherwise influence
the engagement, you must promptly report any employment ne
gotiations with the client to the appropriate person in your firm.
You also must remove yourself from the engagement and remain
separated until these negotiations end.
What if I Accept Employment or a Board Position
W ith an Attest Client?

As you know, being employed by a client or a member of the
client’s board of directors impairs independence. However, even
if you leave your firm to take a position with a client, indepen
dence may still be affected. This would be the case if you accept a
“key position” with the client. As defined in the Code of Profes
sional Conduct, in a key position you prepare financial state
ments or accounting records or are otherwise able to influence
the client’s statements or records. A few examples are controller,
chief financial officer, and treasurer. The following conditions
must be met to preserve your firm’s independence when you ac
cept a key position with an attest client:
• The amounts the firm owes you (capital balance or retire
ment benefits) are based on a fixed formula and are not
material to the firm.
• You are unable to influence the firm’s operations or finan
cial policies.
• You do not participate or appear to participate in the firm’s
business or professional activities once you leave the firm.
Firms must also consider other factors and apply additional pro
cedures—or “safeguards”—if these are warranted. The actual pro
cedures that should be applied will depend on the specific facts
and circumstances involved, for example:
• Whether you served on the engagement team and for how long
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• Positions you held with the firm
• Your position with the client
• The amount of time that has passed since you left the firm
Based on your firm’s consideration of these facts and circum
stances, it may need to:
• Adjust the audit plan to reduce the risk that your knowl
edge of the plan (due to your previous role on the audit)
could result in a less effective audit.
• Reconsider the successor engagement team to make sure
that it has sufficient stature and experience to deal effec
tively with you in your new position, if you will interact
significantly with the engagement team.
• Perform an internal technical review of the next attest en
gagement to determine whether engagement personnel ex
ercised the appropriate level of professional skepticism in
evaluating your work and representations.12
Under SEC rules, if a former partner will be in an “accounting
role” or “financial reporting oversight role” with an SEC audit
client, he or she may not have:
• A capital balance with the firm
• A financial arrangement with the firm (e.g., retirement
benefits) that is related to the firm’s current revenues, re
gardless of the underlying payment formula or material
ity,13 or that is not pursuant to a fully funded retirement
plan or rabbi trust
• Influence over the firm’s operations or financial policies

12. An objective professional with the appropriate stature and expertise should per
form this review and the firm should take any recommended action(s) that result
from the review.
13. The rules permit a payment arrangement providing periodic, fixed payments as
long as payments do not depend on the firm’s revenues, earnings, or profits (for ex
ample, a fully funded retirement plan, a rabbi trust, or similar vehicle).
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An accounting role is one in which a person is in a position to or
does exercise more than minimal influence over the contents of
the accounting records or anyone who prepares them. A few ex
amples are accounting clerk, accounts payable clerk, or inven
tory control manager.
A fin ancial reporting oversight role is one in which a person is in a
position to or does exercise influence over the contents of the ac
counting records or financial statements or anyone who prepares
them. A few examples are a member of the board of directors,
chief executive officer, controller or director of internal audit.
Under the Sarbanes-Oxley Act, the SEC implemented a rule
requiring a one-year “cooling-off period” for members of the
audit engagement team who assume a financial reporting over
sight role with that client. In other words, if an engagement
team member who participated on the audit of the current (or
immediately preceding) fiscal year goes to work for a client, the
firm’s independence would be impaired.14
Only members who have provided less than 10 hours of audit,
review, or other attest services to the client (and did not serve as
either the lead or concurring partner for the client) are not con
sidered to be members of the audit engagement team for pur
poses of this rule. This aspect of the rule applies to the audit
client (referred to as the issuer in the rules) but excludes affili
ates of the audit client.
Individuals who become employed by an issuer as a result of a
business combination between an issuer and the individual’s
employer are excluded from this rule, provided the individual
did not take the position in contemplation of the combination.
The firm must inform the newly combined entity’s audit com
mittee of the situation.

14. In order to simplify compliance with this rule, the SEC has set out standard en
gagement starting and ending dates. See Section II(A), Discussion o f Rules, in the
SEC’s Rules Release and Rule 2 -0 1(c)(2)(B)(1).
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Like the AICPA rules described above, auditors o f SEC registrants
must also consider applying additional safeguards if a former partner or
professional employee assumes certain employment positions or a
board membership with the client. See ISB Standard No. 3, Employ

ment with Audit Clients.
Applying the Rules— Fam ily Members

When Is My Family Subject to the Rules?

If you are a covered member with respect to a client, members of
your immediate family (your spouse—or equivalent—and your
dependents) generally must follow the same rules as you. So, for
example, your spouse’s investments must be investments that
you could own under the rules. This rule applies even if your
spouse keeps the investments in his or her own name or with a
different broker.
There are two exceptions to this general rule:
1. Your immediate family member’s employment with a
client would not impair your firm’s independence provided
he or she is not in a key position, that is, so long as your
family member is not:
• Responsible for significant accounting functions that
support material components of the financial state
ments; or
• Responsible for preparing the financial statements; or
• Able to influence the contents of the financial state
ments (e.g., a chief executive officer, treasurer, or a
member of the board of directors).
2. Immediate family members of certain covered members
may invest in a client through an employee benefit plan
(e.g., retirement or savings account) provided the plan is
offered equitably to all similar employees. The covered
members whose families may invest in this way are:
• Partners and managers who provide only nonattest ser
vices to the client
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• Partners who are covered members only because they
practice in the same office where the client's lead attest
partner practices in connection with the engagement
Note: Immediate family of individuals on the attest engage
ment team or of those who can influence the attest engage
ment team may not invest in a client under any circumstances.

Under SEC rules, the immediate family of certain covered mem
bers may have financial interests in SEC audit clients only if
such interests are an unavoidable consequence of their participa
tion in an employee compensation or benefit plan. This means
that if nonclient investments are available through the plan, the
immediate family member must choose those investments.
As with the AICPA rules, this limited exception applies only to fam
ily members of individuals who are covered members merely be
cause they (1) provide non-audit services to the client or (2) are
partners located in the same office as the lead audit engagement
partner for the client. In addition, the immediate family member
must dispose of any interests acquired under this provision—except
for unexercised employee stock options—as soon as possible.15
As previously mentioned, all partners and professional employees
in the firm are precluded from owning more than 5 percent of an
attest client’s outstanding equity securities (or similar interests).
Likewise, these persons’ immediate families are also prohibited
from such ownership.
What About My Other Close Relatives?

The close relatives (siblings, parents, and nondependent children)
of certain covered members are subject to some employment and
financial restrictions. These covered members are:
• Persons on the attest engagement team
• Persons who can influence the attest engagement
• Other partners in the office where the client’s lead partner
conducts the attest engagement
15. Disposal must take place no later than 30 days after the person has the right to dis
pose o f the financial interest.
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So, if you are one of the covered members just mentioned, your
close relative’s employment by a client in a key position impairs in
dependence.
Rules pertaining to your close relatives’ financial interests differ
depending on whether you participate on the client’s attest en
gagement as follows:
• If you participate on the client’s attest engagement team,
your independence would be considered to be impaired if
you are aware that your close relative has a financial inter
est in the client that either:
- Was material to your relative’s net worth, or
- Enables the relative to exercise significant influence over
the client.
• If you are able to influence the client’s attest engagement or
are a partner in the office in which the lead attest engage
ment partner practices in connection with the engagement,
your independence will be impaired if you are aware that
your close relative has a financial interest in the client that:
- Is material to your relative’s net worth, and
- Enables your relative to exercise significant influence
over the client.
Under SEC rules, your close family members include your
spouse (or equivalent) and dependents (in other words, your
immediate family) and your parents, nondependent children,
and siblings.16 If you are a covered person with respect to an
SEC audit client, your independence is affected if your close
family member:
• Has an a ccou n tin g role or fin a n cia l reportin g oversight
role17 with the client (e.g., the family member is a trea
surer, chief financial officer, or controller)
• Owns more than 5 percent of a client’s equity securities
or controls the client.
16. Rule 2 -0 1(f)(9).
17. Rule 2 -0 1(f)(3) (i) and (ii).
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The SEC rules do not consider whether an investment is mate
rial to your close relative.
In addition, independence is considered to be impaired if any
partner’s close family member controls a client.
Financial Relationships

When Do My Financial Interests— or My Family’s—
Impair Independence?

This section discusses various types of financial relationships and
how they affect independence. Although this section focuses on
how these rules apply to you and your family, keep in mind that
your firm is also subject to the financial relationship rules (since
firms are included in the definition of covered member).
As a covered member, you (and your spouse and dependents) are
not permitted to have a:
• Direct financial interest in that client, regardless of how
immaterial it would be to your net worth
• Material indirect financial interest in that client
Note: The Code does not define or otherwise provide guidance
on determining materiality. In determining materiality, you
should apply professional judgment to all relevant facts and
circumstances and refer to applicable guidance in the profes
sional literature.
In addition, if you commit to acquire a financial interest in a
client, your independence would be impaired. For example, if
you sign a stock subscription agreement with the client, your in
dependence would be considered impaired as soon as you sign
the agreement.
Examples of financial interests include shares of stock; mutual
fund shares; partnership units; stock rights; options or warrants
to acquire an interest in a client; or rights of participation, such as
puts, calls, or straddles.18
18. This list is not all-inclusive.
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Direct financial interests—as the name implies—are ownership
interests held directly in a client (e.g., you own shares of the
client’s stock). However, direct financial interests are also deemed
to exist if you have a financial interest in a client through one of
the following:
• Retirement plan (e.g., a 401(k) plan)
• Investment club
• Blind trust
You also have a direct financial interest in a client when you have
a financial interest in a client through one of the following:
• A partnership if you are a general partner
• An estate if you serve as an executor and meet certain other
criteria
• A trust if you serve as the trustee and meet certain other
criteria
For example, suppose you are a covered member with respect to
ABC Co. and you are also a general partner of XYZ Partnership.
XYZ Partnership owns shares in ABC Co. Under the indepen
dence rules, you would be deemed to have a direct financial in
terest in ABC, which would impair your independence, regardless
of materiality.
Indirect financial interests arise if you have a direct financial in
terest in one entity, Entity A, that itself has a direct financial in
terest in another entity, Entity B. In that situation, you would be
considered to have an in direct financial interest in B through
your interest in A. In this case, if B is a client, you would be con
sidered to have an investment in the client indirectly through
your investment in the intermediate entity A. Examples of such
intermediate entities are mutual funds (or similar entities), and
partnerships if you are a limited partner.
Similarly, the SEC prohibits a covered person from having any
direct or material indirect financial interest in an SEC audit
client. However, the SEC classifies your investment in a client
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through another entity (the intermediary) as direct if either of
the following is true:
• You participate in the intermediary’s investment deci
sions or have control over it.
• The investment in the client by the intermediary (which
is not a diversified mutual fund) represents 20 percent or
more of the value of its total investments.
If neither of the above applies, your investment in a client
through another entity would normally be considered to be an
indirect financial interest in that client.
Note: The full text o f the SEC rule is available at
www.sec.gov/rules/final/33-7919.htm.
What Are the Rules That Apply to My Mutual Fund
Investments— and Those of My Family—if My Firm
Audits Those Mutual Funds?

If you are a covered member with respect to a mutual fund attest
client of your firm, and you or your immediate family own shares
in the fund, your interest in the fund would constitute a direct fi
nancial interest in the fund client. Since there is no materiality test
for a direct financial interest, independence is considered impaired.
Because mutual funds are entities regulated by the SEC, the
SEC’s rules also apply.
The SEC rules also prohibit the firm and covered persons and
their immediate family members from having any financial in
terest in an entity (even one that is not a client) that is part of
an investm ent company complex19 that includes an audit client.
Note: See www.sec.gov/rules/final/33-7919.htm for the full
text o f the rule, including the definition o f investment com 
pany complex.

19. Rule 2 -0 1(f)(14).
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Which Rules Pertain to My Mutual Fund Investments— and
Those of My Family—if My Firm Audits Companies Held in
Those Mutual Funds?

Financial interests that you and your immediate family have in
clients through a mutual fund (or similar entity) are considered
to be indirect financial interests held in those clients.
Suppose ABC Mutual Fund owns shares in a client, XYZ:
• ABC’s net assets are $10,000,000.
• Your shares in ABC Mutual Fund are worth $50,000.
• ABC has 2 percent of its assets invested in XYZ.
• Your indirect financial interest in XYZ is $1,000 ($50,000
x .02).
If $ 1,000 is material to your net worth, independence would be
considered to be impaired.
Generally, indirect financial interests arising from mutual fund
investments are not material to one’s net worth because these
funds typically have diversified investment portfolios. However,
this may not always be the case, especially if the fund is a nondi
versified fund that invests significantly in a client (or clients) of
your firm.
The SEC rules recognize that if a mutual fund is diversified,
most investors in the fund are not likely to have a material in
direct interest in any single investment by the fund if they do
not own more than 5 percent of the fund. Therefore, if you
and/or your immediate family own 5 percent or less of a diver
sified mutual fund’s outstanding shares, the fund’s holdings in
clients for which you are a covered person will not be consid
ered to be material indirect investments in those clients. Thus,
you would be relieved of the burden of having to constantly
monitor whether, and to what degree, the fund invests in audit
clients for which you are a covered person.20

20. Rule 2 -0 1 (c)(1)(i)(D).
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May I Have a Joint Closely Held Investment W ith a Client?

As a covered member, if you or the client individually or col
lectively control an investment, that investment is considered
to be a joint closely held investment. If this joint closely held
investment is material to your net worth, independence would
be considered to be impaired. In this rule, clien t includes cer
tain persons associated with the client, such as officers, direc
tors, or owners who are able to exercise significant influence
over the client.
The SEC rules prohibit you and your immediate family from
having a joint business venture with a client or with persons as
sociated with the client in a decision-making capacity—mean
ing officers, directors, or substantial shareholders, whether or
not the venture is material to your net worth. The SEC believes
that joint ventures create an inappropriate commonality of in
terests between the parties.
May My Family or I Borrow Money From, or
Lend Money To, a Client?

If you are a covered member with respect to an attest client, you
and your immediate family may not have a loan to or from the
client or an officer or director of the client, or an individual hold
ing 10 percent or more of the client's outstanding equity securi
ties (or other ownership interests).
Investments in a client’s bonds are considered a prohibited loan
to that client. There are certain exceptions to this rule. One is
that there are specific loans that covered members are permitted
to have from financial institution attest clients. They are:
• Car loans and leases collateralized by the vehicle21

2 1. In June 2 0 0 3, the Professional Ethics Executive Committee adopted a revised
definition of financial institution (AICPA, Professional Standards, vol. 2, ET sec. 92),
which clarified the definition to include entities that lease automobiles to the
general public. The new definition became effective on September 30, 2 0 0 3
(see J o u r n a l o f A ccou n ta n cy (Septem ber issue), “O fficial Releases,” or
www.aicpa.org/members/div/ethics/index.htm for current information).
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• Credit card and overdraft reserve account balances not ex
ceeding $10,00022
• Passbook loans
• Loans against an insurance policy
In addition, if you have a loan from a client financial institution
(e.g., a bank) that meets certain criteria, your loan may be “grand
fathered” (i.e., you may be allowed to keep it). For your loan to
be grandfathered, you must have obtained it under normal lend
ing procedures, terms, and requirements. The following loans
may be grandfathered:
• Home mortgages
• Other secured loans
• Unsecured loans that are immaterial to your net worth
Generally speaking, a loan may be grandfathered if you obtained
it before:
1. You became a covered member with respect to the client.
2. The bank became a client.
3. The client acquired the loan.
For your loan to keep its grandfathered status, you must keep the
loan current (make timely payments according to the loan agree
ment. Also, you cannot renew or renegotiate the terms of the loan
(e.g., the interest rate or formula—unless provided for in the
original agreement—covenants, collateral, or maturity date).
The SEC rules differ from the AICPA rules in that secured
loans (other than a mortgage on your primary residence) and
immaterial unsecured loans may not be grandfathered.

22. In June 2003, the Professional Ethics Executive Committee adopted a revision,
which increased the allowable outstanding balance to $10,000. The rule revision
became effective on September 30, 2003 (see Journal o f Accountancy (September
issue), “Official Releases,” or www.aicpa.org/members/div/ethics/index.htm for
current information).
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May I Have a Brokerage Account With a Client?

AICPA rules do not specifically address brokerage accounts. Mar
gin accounts are prohibited because they violate the restrictions
in the loan rule.23
Under the SEC rules, as a covered person, you may have a bro
kerage account (but not a margin account) with a client as long as
your account (1) only holds cash or securities and (2) is fully in
sured by the Securities Investor Protection Corporation (SIPC).24
May I Have a Bank Account W ith a Client?

As a covered member, you may have a bank account with a
client financial institution (e.g., checking, savings, or money
market accounts and certificates of deposit) provided that your
deposits are fully insured by state or federal deposit insurance
agencies and/or uninsured amounts are not material to your
net worth.25
The SEC prohibits covered persons and their immediate fam
ilies from having bank account balances in excess of Federal
Deposit Insurance Corporation (FDIC) insurance limits; that
is, deposits in excess of FDIC limits are considered to impair
independence even if immaterial to you and your family.26
May I Have an Insurance Policy W ith a Client?

The AICPA has no specific prohibition on purchasing an insur
ance policy from a client.

23. See the preceding section, “May My Family or I Borrow Money From, or Lend
Money To, a Client?”
24. Rule 2 -0 1(c)(1)(C).
25. Both AICPA and SEC rules permit a practical exception for firms that maintain
deposits exceeding insured limits when the likelihood o f the financial institution
experiencing financial difficulties is considered remote.
26. The SEC treats money market fu n d s (as opposed to money market accounts) as
mutual funds for purposes o f their rules. Also see Rule 2 -0 1(c)(1)(B).
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The SEC prohibits covered persons and their immediate family
members from owning an individual insurance policy issued by
a client unless both of the following criteria are met:
• He or she obtained the policy before the professional be
came a covered person.
• The likelihood of the insurer becoming insolvent is remote.27
May I Accept a Gift From a Client?
A covered member may accept only token gifts from a client; oth
erwise, independence would be considered impaired. Although
somewhat subjective, a token gift is generally one that is worth
$100 or less. (Note: The Professional Ethics Executive Committee
(PEEC) of the AICPA will consider this issue in the near future
to determine the appropriateness of current guidance.)
Business Relationships

Which Business Relationships With a Client
Impair Independence?
As a partner or professional employee of your firm, independence
would be considered to be impaired if you entered into certain
business relationships with an attest client of the firm. Accord
ingly, you may not serve a client as a(n):
• Employee, director, officer, or in any management capacity
• Promoter, underwriter, or voting trustee
• Stock transfer or escrow agent
• General counsel (or equivalent)
• Trustee for a client’s pension or profit-sharing trust
In essence, any time you are able to make management decisions
on behalf of a client or exercise authority over a client’s operations
or business affairs, independence is impaired.

27. Rule 2 -0 1(c)(1)(F).
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Your independence is considered impaired even if you were a vol
unteer board member because you would be part of the client’s
governing body and therefore would be able to participate in the
client’s management decisions.
There are two possible exceptions to this rule, as follows:
1. If you are an honorary director or trustee for a client that is
a nonprofit charitable, civic, or religious organization, you
may serve that client without impairing your indepen
dence if:
a. Your position is purely honorary.
b. You do not vote or participate in managing the organization.
c. Your position is clearly identified as honorary in any inter
nal or external correspondence.
2. In addition, you are also permitted to serve on a client's ad
visory board provided all of the following criteria are met:
a. The advisory board’s function is purely advisory.
b. The advisory board does not appear to make decisions
for the client.
c. The advisory board and any decision-making boards are
separate and distinct bodies.
d. Common membership between the advisory board and
any decision-making groups is minimal.
The SEC prohibits any relationship in which an auditor acts,
either temporarily or permanently, as a director, officer, or em
ployee of an audit client, or performs any decision-making, su
pervisory, or ongoing monitoring function for an audit client.
The SEC rules provide examples of prohibited business rela
tionships, which also include joint business ventures, limited
partnership agreements, and certain leasing interests.28

2 8 . Except fo r im m aterial landlord-tenant arrangements. A lso see SE C Rule
2 -0 1 (c)(3).
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Nonattest Services

Which Rules Describe the Nonattest Services That My Firm
and I May Or May not Provide to Attest Clients?

The term, nonattest services, includes accounting and consulting
services that are not part of an attest engagement.29 Nonattest ser
vices specifically addressed in the rules are:
• Bookkeeping services
• Payroll and other disbursement services
• Internal audit assistance
• Benefit plan administration
• Investment advisory or management services
• Corporate finance consulting or advisory services
• Appraisal, valuation, or actuarial services
• Executive or employee search services
• Business risk consulting
• Information systems design, installation, or integration
The SEC has specific rules on the following services:
• Bookkeeping and other services related to the client's ac
counting records or financial statements
• Financial information systems design and implementation
• Appraisal or valuation services
• Actuarial services
• Internal audit outsourcing
• Management functions
• Human resources
29. Defined in the Code o f Professional Conduct, an attest engagement is one that requires
independence under AICPA professional standards, e.g., audits and reviews o f finan
cial statements or agreed-upon procedures performed under the attestation standards.
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• Broker-dealer, investment adviser, or investment banking
• Legal services
• Expert services unrelated to the audit
If your firm performs these nonattest services for an attest client,
the independence rules impose limits on the nature and scope of
the services your firm may provide. In other words, the extent to
which your firm may perform certain tasks will be limited by the
rules. Further, certain services will be prohibited (e.g., serving as a
client’s general counsel).
This section does not discuss each of these services. It focuses on a few
for purposes of illustration. To see the full context of the rules, see In
terpretation No. 101-3, “Performance of Other Services,” of ET sec
tion 101, Independence (AICPA, Professional Standards, vol. 2, ET sec.
101.05), and Rule 2-01 (c)(4), “Non-Audit Services.” In June 2003,
the Professional Ethics Executive Committee adopted significant
revisions to the Interpretation, which will become effective on Decem
ber 31, 2003. Seewww.aicpa.org/members/div/ethics/index.htm for
current information. For a summary of new SEC rules adopted as
a result of Sarbanes-Oxley, see the SEC’s recently released FAQ
document titled Application o f the January 2003 Rules on Auditor In
dependence—Frequently Asked Questions at: www.sec.gov/info/ac
countants/ocafaqaudind080703.htm.
The rules of certain regulators (e.g., the SEC or the GAO) on
nonattest services may be more restrictive than those of the
AICPA and should be reviewed in each applicable case.
The revised AICPA rules clarify the general requirements for per
forming nonattest services, adding a new pre-engagement docu
mentation requirement. In addition, more restrictive rules will
apply to certain services such as financial information system de
sign and implementation and appraisal, valuation, and actuarial
services. The new rules become effective on December 31, 2003,
and incorporate a one-year transition period for services under
contract as of that date provided the engagement is completed by
December 31, 2004, and the member was in compliance with
preexisting independence requirements.
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One of the key principles underlying the AICPA rules on nonat
test services is: You may not serve—or even appear to serve—as a
member of a client’s management. For example, you may not:
• Make operational or financial decisions for the client.
• Perform management functions for the client.
• Report to the board of directors on behalf of management.
In addition, the following are examples of the types of activities
that impair independence:
• Authorizing or executing a transaction on behalf of a client
• Preparing the client’s source documents (e.g., purchase orders)
• Having custody of a client’s assets
Therefore, it is essential that your firm and the client have a clear un
derstanding regarding your respective roles before performing nonat
test services. The AICPA rules require you to document this
understanding (e.g., in an engagement letter or internal memoran
dum). You are also required to document the services to be per
formed, objectives of the engagement and any applicable limitations.
Another new addition to the AICPA rules is an explicit require
ment that a member comply with more restrictive independence
provisions, if applicable, of certain regulators such as state boards
of accountancy, the SEC, and the GAO.
In adopting new independence rules pursuant to the SarbanesOxley Act, the SEC looked to three basic principles to deter
mine whether performing non-audit services for an audit client
would impair independence. An auditor cannot (1) function in
the role of management, (2) audit his or her own work, and (3)
serve in an advocacy role for his or her client.
Note: New SEC rules also require a client’s audit committee (or
equivalent) to preapprove all audit and non-audit services pro
vided by the firm.
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What Are the Rules on Performing Bookkeeping
Services for a Client?

The AICPA independence rules prohibit members from acting as
client management in all circumstances. Accordingly, a member
may provide bookkeeping services provided the client effectively
oversees the services and, among other things, performs all man
agement functions and makes all management decisions in con
nection with the services. For example, if a member is engaged to
provide bookkeeping services that will result in a set of financial
statements, the client must:
• Approve all account classifications.
• Provide source documents to the member so that the
member can prepare journal entries.
• Take responsibility for the results of the member’s services
(e.g., financial statements).
• Establish and maintain internal controls over the com
pany’s bookkeeping activities.
Certain of the SEC’s rules in this area—e.g., bookkeeping—
are more restrictive than AICPA rules because independence is
also considered to be impaired whenever the auditor expects
that the results of those services will be subject to his or her
firm’s audit procedures (i.e., auditor cannot review his or her
own work). This basic rule also applies to (1) financial infor
mation design and implementation, (2) appraisals, valuations,
fairness opinions, or contribution-in-kind reports, (3) actuar
ial-related advisory services, and (4) internal audit outsourcing.
May My Firm Provide Internal Audit Assistance to a Client?

The AICPA rule is: To perform internal audit assistance and
maintain independence, your firm may not act—nor appear to
act—as a member of the client’s management. For example, you
and your firm may not:
• Have custody of the client’s assets.
• Make decisions on the client’s behalf.
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• Report to the client’s governing body.
To maintain independence, the client must:
• Designate competent management to oversee the internal
audit function.
• Determine the scope, risk, and frequency of internal audit
activities.
• Evaluate the findings and results of internal audit activities.
• Evaluate the adequacy of the audit procedures performed
and related findings.
As noted above, SEC rules prohibit the performance of inter
nal audit services to an audit client whenever the auditor ex
pects that the results of those services will later be subject to
the firm’s audit procedures.
Note: For entities regulated by the FDIC or other banking agen
cies, see www.fdic.gov/news/news/financial/2003/fil0321.html.

May My Firm Provide Valuation, Appraisal, or Actuarial
Services to a Client?

The AICPA adopted significant revisions to this rule in 2003.
Your firm may not provide valuation, appraisal or actuarial ser
vices for a client if:
• The results of the service would be material to the client’s
financial statements, and
• The service involves a significant amount of subjectivity.
For instance, your firm may not undertake a valuation engage
ment in connection with a business merger that would have a ma
terial effect on a client’s financial statements because that service
generally involves significant subjectivity (e.g., setting the assump
tions, and selecting and applying the valuation methodology).
There are two limited exceptions to this rule. Valuation, appraisal
or actuarial services performed for nonfinancial statement pur
poses may be provided if they otherwise meet the rule’s general re
quirements (e.g., the client is competent to perform management
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functions, et al.; or the results of the service would not have a ma
terial effect on the financial statements). Also, your firm may pro
vide an actuarial valuation of a client's pension or postretirement
liabilities since these services generally do not entail a significant
degree of subjectivity (i.e., results of the valuation would be rea
sonably consistent regardless of who performs the valuation).
The SEC prohibits your firm from providing valuation, ap
praisal or any service involving a fairness opinion or contribu
tion-in-kind report30 to clients when it is likely that you or
others in your firm would later audit the results of those services.
May My Firm Provide Investment Advisory
Services to a Client?

Examples of what you and your firm may do under the AICPA
rules include making recommendations to a client about the allo
cation of funds to various asset classes and analyzing investment
performance.
However, the AICPA rules also indicate that you and your firm
may not make investment decisions for the client, execute invest
ment transactions, or take custody of a client’s assets.
May My Firm Design or Implement an Information
System for a Client?

The AICPA adopted significant revisions to this rule in 2003.
Your firm may not design or develop a client’s financial informa
tion system or make more than insignificant modifications to the
source code underlying such a system. In addition, operating a
client’s local area network—or LAN—is prohibited.
Your firm may install an accounting software package for a client,
including helping the client set up a chart of accounts and finan
cial statement format. Your firm may also provide training to the
client’s employees on how to use an information system. Your firm
may not, however, supervise the client’s employees in their day-today use of the system since that activity is a management function.
30. Per the SEC, fairness opinions and contribution-in-kind reports are opinions and
reports in which your firm provides its opinion on the adequacy o f consideration
in a transaction.
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Your firm is not precluded from designing, implementing, inte
grating, or installing an information system that is unrelated to
the clients financial reporting process.
SEC rules prohibit your firm from providing any service re
lated to a client’s financial information system design or imple
mentation unless the results of your firm’s services will not be
subject to audit procedures during an audit of the client’s fi
nancial statements. Your firm may:
• Evaluate internal controls of a financial information sys
tem as it is being designed, implemented or operated for
the client by another service provider, or
• Make recommendations on internal control matters to
management in connection with a system design and
implementation project being performed by another
service provider.
Fee Issues

What Types of Fee Arrangements Between My Firm and a
Client Are Prohibited?

Two types of fee arrangements, contingent fees and commissions,
are prohibited if the arrangement involves an attest client, even
though the fee is not related to an attest service.
A contingent fee is an arrangement whereby (1) no fee is charged
unless a specified result is attained or (2) the amount of the fee
depends on the results of your firm’s services. Some examples of
contingent fees are:
• Your firm receives a “finder’s fee” for helping a client locate
a buyer for one of the client’s assets.
• Your firm performs a consulting engagement to decrease a
client’s operating costs. The fee is based on a percentage of the
cost reduction that the client achieves as a result of your service.
Exceptions are:
• Fees fixed by a court or other public authority
47

• In tax matters, fees based on the results of judicial proceed
ings or the findings of governmental agencies
A commission is any compensation paid to you or your firm for
(1) recommending or referring a third party’s product or service
to a client or (2) recommending or referring a client’s product or
service to a third party.
For example, you or your firm:
• Refers a client to a financial planning firm that pays you a
commission for the referral.
• Sells accounting software to a client and receives a percentage
of the sales price (a commission) from a software company.
• Refers a nonclient to an insurance company client, which
pays you a percentage of any premiums subsequently re
ceived (a commission) from the nonclient.
You and your firm may not have commission or contingent fee
arrangements with a client if your firm also provides one of the
following services to a client:
• An audit of financial statements
• A review of financial statements
• Compiled financial statements if a third party (e.g., a bank
or investor) will rely on the financial statements and the re
port does not disclose a lack of independence
• An examination of prospective financial statements
You and your firm may have commission and contingent fee arrange
ments with persons associated with a client—such as officers, direc
tors, and principal shareholders—or with a benefit plan that is
sponsored by a client (i.e., the plan itself is not a client).31 For exam
ple, you may receive a commission from a nonclient insurer for refer
ring an officer of an attest client to that insurer who purchases a policy.

31. Also see AICPA Ethics Ruling No. 25, “Commission and Contingent Fee Arrange
ments W ith Nonattest Client.”
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Even though this situation is permitted, you are still required to tell
the officer that you received a commission for making the referral.

Note: U.S. DOL regulations may also apply. State boards of ac
countancy and state societies may also have more restrictive
regulations regarding fee arrangements, as well as specific dis
closure requirements.

Under SEC rules, you and your firm are prohibited from pro
viding any product or service to a client for a commission or a
contingent fee, or from otherwise receiving such a fee from an
audit client.32
The AICPA rule provides an exception for referral fees for recom
mending or referring a CPA’s services to another person or entity.
That is, you may (1) receive a fee for referring a CPA's services to
any person or entity or (2) if you are a CPA, you may pay a fee to
obtain a client. You must inform the client if you receive or pay a
referral fee.
Is Independence Affected When a Client Owes the Firm Fees
for Professional Services the Firm Has Already Provided?

If a client owes your firm fees for services rendered more than one
year ago, your firm's independence is considered impaired. It does
not matter whether or not the services were for attest services;
what matters is that the client has an outstanding debt with the
firm. This is the case even if the client has given you a note re
ceivable for these fees.
The SEC generally expects payment of past-due fees before an
engagement has begun, although the staff has at times accepted
short-term payment plans.33___________________________
Does Being Compensated for Selling Certain Services to
Clients Affect My Independence?

The AICPA rules do not specifically address this issue.
32. See discussion of commission and contingent fees in the SEC’s Final Rules Release
(Section IV, Discussion o f Rule 2-01) and Rule 2-01(c)(5).
33. The exception has generally been applied only to engagements to audit a client’s fi
nancial statements included in its annual report, not in a registration statement.
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The SEC prohibits audit partners34 from being directly com
pensated for selling nonattest services to audit clients. The SEC
believes that such financial incentives could threaten an audit
partner’s objectivity and that the appearance of independence
could be affected by such compensation arrangements.35
The rule does not prevent an audit partner from sharing in
profits of the audit practice or the overall firm. Nor does it pre
clude the firm from evaluating a partner based on factors re
lated to the sale of non-audit services to clients, e.g., the
complexity of engagements or overall management of audit or
non-audit engagements.
Does it Matter if a Significant Proportion of My Firm's Fees
Come From a Particular Client?

Current guidance in the Code is general in nature: Rule 102
(AICPA, Professional Standards, vol. 2, ET 102.03, Integrity and
Objectivity) and ET section 55, Article IV, Objectivity and Indepen
dence, discuss in broad terms that members should be alert for re
lationships that could diminish their objectivity and independence
in performing attest services. Some believe that the significance of
a client to a member (or his or her firm)—measured in terms of
fees, status, or other factors—would possibly diminish a member’s
ability to be objective and maintain independence when perform
ing attest services.
To address this issue, policies and procedures can be adopted to
identify and monitor significant clients. Once a significant client is
identified, the policies and procedures described below can help
mitigate possible threats to a member’s objectivity and independence.
1. Policies and procedures for identifying and monitoring sig
nificant client relationships:
• Considering client significance in the planning stage of
the engagement
34. This term is specifically defined for these purposes; see Rule 2 -0 1(c)(8).
35. Accounting firms with ten or fewer partners and five or fewer audit clients that are
issuers, as defined by the SEC, are exempt from this rule.
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• Basing the consideration of client significance on firmspecific criteria or factors that are applied on a facts and
circumstances basis (see “Factors to Consider in Identi
fying Significant Clients” below)
• Periodically monitoring the relationship
- What constitutes “periodic” is a matter of judgment
but assessments of client significance that are per
formed at least annually can be effective in monitor
ing the relationship. During the course of such a
review, a client previously deemed to be significant
may cease to be significant. Likewise, clients not
identified as significant could become significant
whenever factors the firm considers relevant for iden
tifying significant clients arise (e.g., additional ser
vices are contemplated)
2. Policies and procedures to help mitigate possible threats to
independence and objectivity:
• Assigning a second (or concurring) review partner who
is not otherwise associated with the engagement and
practices in an office other than that which performs
the attest engagement
• Subjecting the assignment of engagement personnel to
approval by another partner or manager
• Periodically rotating engagement partners
• Subjecting significant client attest engagements to in
ternal firm monitoring procedures
• Subjecting significant client attest engagements to preor post-issuance reviews or to the firm’s external peer re
view process
The most effective safeguards a firm can employ will vary signifi
cantly depending on the size of the firm, the way the firm is
structured (e.g., whether highly centralized or departmentalized),
and other factors. For example, smaller firms (particularly those
with one office) tend to be simpler and less departmentalized
than larger firms. Generally, their processes will be less formal
and involve fewer people than larger firms. Further, their firms’
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managing partners may engage in frequent and direct communi
cations with the firms’ partners and professional staff on client
matters and be personally involved in staff assignments. Larger
firms draw from a sizeable and diverse talent pool. In those firms,
partners who are not affiliated with the engagement (or the client
service office or business unit) can choose second (or concurring)
review partners from outside the office performing the attest en
gagement. Mid-sized—or regional—firms may have aspects of
both their smaller and larger counterparts; combining the ability
to choose second review partners from an office other than the
client service office, while maintaining a relatively close connec
tion to specific client relationships.
Factors to Consider in Identifying Significant Clients

Both qualitative and quantitative factors can reveal a significant
client, including:
• The size of the client in terms of the percentage of fees or
the dollar amount of fees versus total revenue of the en
gagement partner, office, practice unit,36 or the firm
• The significance of the client to the engagement partner,
office, or practice unit of the firm in light of the:
— Amount of time the partner, office, or practice unit de
votes to the engagement
- Effect on the partner’s stature within the firm due to his
or her servicing of the client
- Manner in which the partner, office, or practice unit is
compensated
— Effect that losing the client would have on the partner,
office, or practice unit
• The importance of the client to the firm’s growth strategies
(e.g., the firm is trying to gain entry into a particular industry)

36. Assessing client significance at the business or “practice” unit level may be a more
meaningful measure for firms that structure their practices along industry lines
(such as health care or financial services).
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• The stature of the client (e.g., the client is a company of
distinction within its industry, or in the local, regional, na
tional or international business community), which en
hances the firm’s stature
• Whether the firm also provides services to related parties
(e.g., also provides professional services to affiliates or own
ers of the client)
• Whether the engagement is recurring or not
Judgment is necessary to determine whether a client is significant
to the firm, office, practice unit, or partner of the firm. Firms will
vary considerably in terms of the degree to which they consider
some factors to be more pertinent than others. Gauges that relate
to each relevant level within a firm (e.g., firm, geographic region,
office (or practice unit), or partner,) may be useful but will likely
be different for various levels within the firm.
According to SEC guidance, in general, if a firm derives more
than 15 percent of its total revenues from one client or group
of related clients, independence may be impaired because this
may cause the firm to be overly dependent on the client or
group of related clients.
Other Guidance

W hat Other Guidance on Independence and
Related Topics Exists?

This section has not covered the following subjects, which are ad
dressed in the AICPA rules and the rules of other organizations
such as the SEC, GAO, etc:
• Alternative practice structures37
• Investments in non-clients that are affiliated with clients
• Applicability of independence rules

37. This includes application o f the AICPA rules to nontraditional firms (for example,
firms owned by commercial entities that are not engaged in the practice o f public
accounting). See also SEC rule 2 -0 1(f) (2), definition o f accounting firm .
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• Governmental entities
• Modified application of rules to certain attest engagements
• Cooperative arrangements with clients
• Effect of litigation on independence
• Client advocacy
• Expert witness services
• Indemnification
• Client’s custody of member’s assets
• Member in a cooperative, condominium or homeowners’
association, timeshare or planned unit or development
• Use of blind trust
• Servicing of loan
• Bank director
• Leasing property to or from a client
• Participation in client’s health and welfare plan
In addition, the following issues, addressed by the SEC rules,38
were not discussed in this section:
• Auditor Rotation (Rule 2-01(c)(6))
• Audit Committee Administration of the Engagement
(Rule 2-01 (c)(7))
• Audit Committee Communication (CFR Part 210.02-.07)
• Disclosure of Audit and Non-audit Fees in Proxy State
ments and Annual Reports (CFR Part 240.14a-101 (Sched
ule 14A) and Part 249 relating to the preparation of various
forms required by the Securities Exchange Act of 1934)

38. See www.sec.gov/rules/final/33-8183.htm for details.
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• Application of Rules to Auditors of Foreign Private Issuers
and Subsidiaries and Affiliates of U.S. Issuers (Release no.
33-3183, Section II (Discussion of Rules), part I, Interna
tional Impact.
Resource Central
Answers to Your Independence and Ethics Questions

As specific services and situations arise in practice, refer to the in
dependence literature and consult with those responsible for in
dependence in your firm. If you need further assistance
researching your question, contact one of the following organiza
tions for guidance:
AICPA. The Web site address for information about the AICPA’s
ethics standard-setting activities is www.aicpa.org/members/div/
ethics/standard.htm. For current developments, see the Professional
Ethics Executive Divisions Fact Sheet and quarterly newsletter, Ethically
Speaking, see www.aicpa.org/members/div/ethics/index.htm. The
AICPA Code of Professional Conduct is available at (see ET Section
100 for independence, ET Section 300 for contingent fees, and ET
Section 500 for commissions) www.aicpa.org/about/code/index.htm.
For independence inquiries by phone call (888) 777-7077. Send
e-mail inquiries to ethics@aicpa.org.
AICPA's reSOURCE A ccounting and A uditing Literature.
The Code of Professional Conduct is also available on AICPA
reSOURCE (both in an online and CD-ROM version). With
reSOURCE, you get access— anytime, anywhere— to the
AICPA’s latest Professional Standards, Technical Practice Aids,
Audit & Accounting Guides, Audit Risk Alerts, and Account
ing Trends & Techniques. To subscribe to this essential service,
go to www.cpa2biz.com.

S ecurities a n d Exchange Commission (SEC). The SEC’s January
2003 rules release is available at www.sec.gov/rules/final/338183.htm. Information for accountants, including indepen
dence may be found at www.sec.gov/info/accountants.shtml.
Additionally, the SEC’s FAQ document entitled Application o f
the January 2003 Rules on Auditor Independence may be found at
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www.sec.gov/info/accountants/ocafaqaudind080703.htm. For
independence inquiries, call (202) 942-4400.

P ublic Company A ccounting O versight B oard (PCAOB). The
PCAOB has established a Web site at www.pcaobus.org, which
provides information about their activities.
G eneral A ccounting O ffice ( GAO). Obtain the GAO Yellow
Book requirements at www.gao.gov/govaud/ybk01.htm. Ob
tain answers to frequently-asked independence questions at
www.gao.gov/govaud/d02870g.pdf. Direct inquiries to Marcia
Buchanan, Asst. Director—Financial Management and Assur
ance at (202) 512-9321 or e-mail buchananm@gao.gov.
D epartm ent o f Labor (DOL). See DOL Regulation 2509.75-9,
Interpretive Bulletin Relating to Guidelines on Independence o f Ac
countant Retained by Employee Benefit Plan. Direct inquiries to the
Office of the Chief Accountant Help Desk at (212) 219-6666.
Federal D eposit Insurance Corporation (FDIC). Obtain FDIC
regulations (12 CFR Part 363), Annual Independent Audits and
Reporting Requirements, at www.fdic.gov/regulations/laws/rules/
2000-8500.html#2000part363.
Continuing Professional Education (CPE)

The AICPA interactive CD-ROM course on independence ti
tled, Independence , teaches the AICPA and SEC independence
rules and qualifies for eight hours of Continuing Professional
Education (CPE) credits. Go to www.cpa2biz.com for further
information.
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